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_ In the .” 
| PWikited Skates Court of Appeals 


For the Ninth Circuit 


THE JOHN DANZ CHARITABLE TRUST, 


Petitioner, Daler 
a No. 13608 
COMMISSIONER OF INTERNAL REVENUE, 
Respondent, 


On PETITION FOR REVIEW OF DECISION OF THE TAX 
COURT OF THE UNITED STATES 


BRIEF FOR THE PETITIONER 


This case involves questions as to the liability of an 
irrevocable charitable trust to pay income taxes. Ap- 
peals from decisions of the Tax Court in two eases, in- 
volving the same taxpayer but for different years, con- 
solidated for trial before that court (R. 117), are like- 
wise consolidated for consideration by this Court 
CR. 145). 


OPINION BELOW 
The opinion of Judge J. Edgar Murdock is found at 
R. 118, and is reported in 18 T.C. 454 under the name 
of John Danz. The opinion was not reviewed by the 
full Tax Court. 


JURISDICTION 
The jurisdiction of the Tax Court was based on I.R.C. 
§272. Notice of deficiencies for the years 1948, 1944 and 
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1945 was mailed to the petitioner on October 14, 1949, 
and petition for redetermination of the tax was filed 
with the Tax Court on January 9, 1950. The notice of 
deficiencies for the years 1946 and 1947 was mailed to 
the petitioner on March 5, 1951, and petition for rede- 
termination of the tax was filed with the Tax Court on 
April 9, 1951. (CR. 85.) 

Jurisdiction of this court is based on I.R.C. §§ 1141 
and 1142. The decisions of the Tax Court were entered 
on August 19, 1952. (R. 130, 131.) Petition for review 
by this court was filed in the Tax Court on September 
11, 1952. CR. 181-133.) Venue in this court is estab- 
lished by I.R.C. $1141, and the fact that the returns of 
the tax in respect of which the liabilities arise were 
made to the Collector of Internal Revenue in Tacoma, 
Washington, within this circuit. (R. 109.) 


STATUTES INVOLVED 
The statutes involved in this ease are set forth in the 
Appendix, infra, pp. 67-70. 


QUESTIONS PRESENTED 

1. Is an irrevocable trust, all of the corpus and in- 
come of which must go to exempt organizations, to be 
denied income tax exemption under I.R.C. §101(6) for 
the years 1943 through 1947 because, during those years, 
it operated temporarily, while attempting to find a 
lessee, a hotel which was part of a building purchased 
by the trust as a real estate investment and because, 
during those years, it operated three small candy shops 
as a means whereby volunteer services could be devoted 
to raising money for charity? 
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The Tax Court denied exemption. 


2. Where the trust agreement irrevocably requires 
all corpus and income of the trust to be paid to exempt 
organizations, is the trust, in the years 1943 through 
1947, to be denied the deduction granted by I.R.C. 
§162(a) (which provided for deduction of all income 
paid or permanently set aside for or to be used ex- 
clusively for exempt purposes), by reason of the fact 
that the trust agreement does not require the income 
to be distributed in the year earned, and the trust did 
not distribute all of its income each year but invested 
part of the income and used part of the income to pay 
off obligations previously incurred in the purchase of 
investment assets? 


The Tax Court denied the deduction. 


3. Did the filing by the charitable trust of returns 
under the provisions of I.R.C. §54(f), (providing for 
the filing of income tax returns by exempt organiza- 
tions), for the years 1943, 1944 and 1945, showing the 
itemized income and disbursements of the trust, com- 
mence the running of the Statute of Limitations on 
assessment of tax contained in I.R.C. §275(a) ? 


The Tax Court held that the returns did not start the 
running of the Statute of Limitations. 


STATEMENT 
This case involves appeals from the decision of the 
Tax Court in two cases (being Docket Nos. 26404 and 
33429 of that court), which were consolidated for trial 
and decision in the Tax Court and have been consoli- 
dated by order of this Court for hearing on appeal. Tax 
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Court Docket No. 26404 involves income tax imposed 
on the John Danz Charitable Trust for the calendar 
years 1943, 1944 and 1945, and Tax Court Docket No. 
33429 involves income tax imposed on the same tax- 
payer for the calendar years 1946 and 1947. 


Presented here are solely questions of law arising on 
the findings of fact of the Tax Court. These findings 
dealt not only with the two cases now before this Court, 
but also with certain other related cases wherein the 
Commissioner sought to tax the income of the John 
Danz Charitable Trust to the creators of that trust 
under the doctrine of Helvering v. Clifford, and sought 
to deny deductions to those who had made contributions 
to the trust. The Tax Court found against the Com- 
missioner in these related cases and no appeal has been 
taken from those decisions. Since all of the cases were 
consolidated for trial below, part of the findings of fact 
are devoted to the issues in these other cases and are 
not pertinent to this appeal. 


In its findings of fact, the Tax Court adopted as a 
part thereof all of the facts stipulated by the parties. 
Consequently, that stipulation and its attached exhibits 
have been designated for the record in this Court along 
with the findings of fact proper of the Tax Court. 


The portions of the findings of fact proper of the Tax 
Court that are relevant to this appeal are as follows 
CeO 


John Danz has been engaged in the business of oper- 
ating motion picture theatres in Seattle for about forty 
years. He concluded during the latter part of World 
War ITI that different ideologies were causing a great 
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deal of trouble and even had a tendency to create wars; 
the country was about ready for some philosophy with 
some common ground acceptable to everyone based up- 
on science, pragmatism, experience and research that 
would eliminate all differences of opinion; but to get 
such an organization started in a large number of com- 
munities would require money. He and his wife created 
a trust on December 31, 1942 for the purpose of making 
and supplying money for that purpose. They called it 
‘The John Danz Charitable Trust’’. John hoped to 
find some organization in the United States with a 
number of branches which could be helped with the 
trust funds to grow and educate the people. He did not 
know of any such organization at the time he created 
the trust and for that reason, reserved in the trust the 
right to designate the charitable beneficiaries of the 
trust. 


John and Jessie, as grantors, transferred to the trus- 
tees by the trust instrument 900 shares of Sterling 
Theatres, Inc. common stock. John, William and Fred- 
ric Danz were named as trustees in the trust instrument. 
The trustees were given broad powers over the trust 
property, including the power to engage in business 
under various forms, to loan funds of the trust with or 
without security, to join in enterprises in which the 
trustees were personally interested provided that they 
exercised good faith in the interests of the trust estate, 
and, in investing or speculating, to combine funds of 
any trusts created by the grantors. The trustees were 
entitled to receive reasonable compensation for their 
services but received none during the taxable years. 
They were not to be personally liable, in the absence 
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of bad faith, for any losses from proper use of the trust 
funds. The grantors were not to derive and they have 
not derived, directly or indirectly, any benefit from the 
trust property. 

John Danz was to have the right during his lifetime 
and by his will to designate the beneficiary or bene- 
ficiaries of the trust and to change, add, or withdraw 
beneficiaries which were to receive corpus or income of 
the trust at times and in amounts specified by him. 
Designations were to be in writing delivered to the 
trustees. Only a corporation or organization ‘‘of a type 
which is within the exemption from Federal income 
tax now granted by paragraph 101 of the Internal Reve- 
nue Code and in the event such exemption is hereafter 
restricted, then also within such restrictions’’ could be 
designated and the beneficiary also had to be of the type 
then specified in paragraphs 23(0), 812(d), and 
1004(a) (2) of the Internal Revenue Code so that the 
contribution bequest or gift to such beneficiary would 
be deductible from income and exempt from estate and 
gift tax and in the event those classes were further re- 
stricted, then the beneficiary had to be within such re- 
strictions. Named adult grandchildren or the trustees 
were to make similar designations covering any amount 
remaining in the trust after John’s death and not cov- 
ered by his will. 

The trust was irrevocable but could be amended in 
certain respects by the joint action of William Danz, 
Fred Danz and Leslie Stusser. The power to amend 
did not include the power to change the beneficiaries or 
to make a change which would in any way benefit the 
grantors or their estates. Additional property could 
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be added to the trust. Leslie Stusser was to take the 


place of John Danz as trustee if occasion arose. Any 
other vacancy was to be filled by an appointment made 
by the remaining trustees. The trustees were to act 
through a majority. The trust instrument was to be 
governed by the laws of Washington. 


Leslie Stusser was not related to or employed by any 
of the Danzes mentioned herein. 


No amendments were made in the trust during the 
taxable years. John, William and Fredric Danz served 
as trustees of the trust from its inception throughout 
the taxable years. Books and records were kept for the 
trust. Title to all of the assets of the trust has been 
taken in the name of the trustees. Bank accounts were 
maintained for the trust. 


John and Jessie Danz made additional contributions 
to the trust during the taxable years in cash, in stock of 
Sterling Theatres, Inc., and in stock of Sterling The- 
atres Company, Inc. William and Selma Jane Danz 
and Fredric and Selma Danz made cash contributions 
to the trust during the taxable years. The total contri- 
butions made to the trust during the taxable years, tak- 
en at the fair market value of each at the time it was 
made, amounted to $109,542.00. The stock in Sterling 
Theatres, Inc. and in Sterling Theatres Company, Inc. 
held by the trust was a small part of the total outstand- 
ing stock of those corporations and played no part in 
the control or management of those corporations. 


John Danz, after the creation of the trust, continued, 
at his own expense, to search for the type of organiza- 
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tion which he had in mind in forming the trust, and 
after several years of travel and seareh, he decided that 
there were groups of humanists which eame elose to 
what he had in mind. He was instrumental with others 
in starting such an organization in Seattle beginning 
in the early part of 1947. It was incorporated as the 
Humanist Society of Washington. Prior thereto and 
beginning in September 1946, he had designated 
‘American Humanist Society’’, an organization whieh 
had a number of affiliates in different parts of the Unit- 
ed States, as a benefieiary to receive funds of the trust 
in the total amount of $11,500.00. He was also instru- 
mental, along with others, in starting the Humanist 
Soeiety of San Franeiseo and, after the taxable years, 
in starting the Humanist Soeiety of Los Angeles. The 
first distribution from the trust to the Humanist So- 
eiety of Washington was made on Mareh 20, 1947. 
Thereafter during that year additional large distribu- 
tions were made to it, to the Humanist Soeiety of San 
I'vanciseo, and to other charitable organizations. 


The trust purehased 600 shares of stoek of Midland 
Steel Produets for $17,691.64 in 1948 and sold those 
shares for a profit of $4,583.62 in 1945. It bought and 
retained 500 shares of Anaconda Copper in 1945 and 
1,500 shares in 1946, and in 1946, 1,000 shares eaeh of 
Boeing Airplane Company, National Gypsum, and 
Westinghouse Eleetrie at a total cost of $161,154.25. It 
also held on Deeember 31, 1947, donated shares of Ster- 
ling Theatres, Ine. and Sterling Theatres Company, 
Ine. whieh it carried at $56,992.00, 
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The trust made the following purchases: 


Cost Year 

Savoy Hotel Property, including 

finishes ardeixtutes............ $166,440.76 1948 
Improved real estate Seventh 

UC Le 95,544.23 1948 
Improved real estate Eighth 

GM oan ayaevntncecaeaneaseatecnceeduzes 42,866.11 1948 
Improved real estate Sixth 

and University ...... (2d. eee emma 75,104.70 1946 


Improved real estate, San Francisco 42,882.35 1947 


It held the properties during the remaining taxable 
years and received rents therefrom, except that it sold 
the property at Highth and Pike in 1946 at a profit of 
$43,740.78. The Savoy Hotel property and the Seventh 
and Pike properties substantially increased in value 
during the taxable years. There was a mortgage on the 
Savoy Hotel building in the amount of about $68,000.00 
at the end of 1943. It was reduced $21,676.00 during 
1944, but by the end of 19-45, it had been increased to 
about $91,000.00. Thereafter, it was gradually reduced 
until it amounted to $45,739.74 at the end of 1947. There 
was a mortgage on the Seventh and Pike property 
which amounted to $44,860.04 at the end of 1948. It had 
been reduced to $19,689.04 by the end of 1945 and was 
paid off in 1946. There was a mortgage on the Sixth and 
University property which amounted to $54,582.22 at 
the end of 1946. It had been reduced to about $45,000.00 
at the end of 1947. 


The trust borrowed money from John Danz and from 
Sterling Theatres, Inc. at 3 per cent during the taxable 
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vears. John had to borrow money at interest rates in 
excess of 3 per cent to make the loans to the trust. The 
loans pavable of the trust at the end of 1943 amounted 
to £138,321.06. Ther were about 24,000.00 less at the 
end of 1944 and amounted to about $1.800.00 at the end 
of 1945. They amounted to $109,000.00 at the end of 
1946 and to $89,500.00 at the end of 1947. 


The trust purchased a retail candy shop on Septem- 
ber 10, 1943 for $1,514.75, another on September 22, 
1943 for $875.00. and a third on January 31, 1944 for 
$1,500.00. It operated each shop after the purchase 
throughout the taxable vears but at some undisclosed 
time thereafter ceased operating them. Each candy 
shop was adjacent to a theatre owned or managed by 
Sterling Theatres, Inc. Jessie Danz managed the three 
candy shops without pay because she wanted to make a 
contribution in that way to the acquisition of funds for 
the charitable trust. 


The net worth of the trust, as shown on its balance 
sheets, increased from $65,862.62 at the end of 1943 to 
$448,420.09 at the end of 1947. 


The average of the annual gross receipts from the 
Savoy Hotel for the taxable years was about #141,- 
000.00, the operating expenses about 296,400.00, and the 
net income about $44,600.00. The trust had additional 
income from rentals during the taxable vears ranging 
from #2,270.00 in 1943 to $12,564.50 in 1945. The total 
sales of the candy shops during the taxable years were 
$329,233.95, the net sales $158,689.10, expenses $106,- 
435.75, and the net profits from the operation, including 
a small amount of income from telephones, were $52,- 
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640.44. Dividends received by the trust during the taz- 
able years amounted to $23,454.10. The total net income 
of the trust for the taxable years. inclading profits on 


sales, was $494.526.29. 


The trust made no distributions in 1943. Thereafter, 
it made distributions to a number of organizations, ex- 
empt from tax under (101, of the types described in 
§423(0),$12/d). and 1004(a) (2) of the Internal Reve- 
mae Code. The total ot those charitable contributions 
Was #659.627.54. of which ahout two-thirds was con- 
tributed in 1947. 


The Humanist Society of Washington sceupied a 
large portion of the Sixth ard University building rent- 
free from the time of the inception of that organization. 
The trust receiverl rent trom some other space im that 
building. The building in San F’ranciseo was occupied 
remt-iree by the Humanist Society of San Francisco. 


The intention of the trustees in purchasing the Saroyv 
Hotel property was to operate it only until the personal 
property could be sold ami the real property leased to 
@ hotel operator. Eiforts were made to timd such a 
lessee but no satisfactory arrangement was made until 
January 1. 1948. The hotel. at the time it was pur- 
ehased by the trust. was being operated by a real estate 
company im Seattle. and that company continued to 
operate the property for the trust umder an oral agree- 
ment durimg the taxable years and until January 1. 
1948 wher the furnishings were sold for 360,000.00 and 
the real estate was leased to a hotel operator. 


The following facts contaimed im the Stipulation 
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whieh was adopted by the Tax Court in its findings. of 
fact are relevant to this appeal: 


On September 19, 1946, petitioner filed with the Col- 
lector of Internal Revenue an exemption affidavit on 
Form 1023 together with returns on Form 990 for the 
ealendar years 1943, 1944 and 1945 (R. 83; Joint Exs. 
2A, 3C and 4D). The returns on Form 990 stated that 
they were required under I.R.C. §54(f) (Joint Exs. 
2A, 3C and 4D). On these returns, petitioner set forth 
in detail for each year the amounts of contributions re- 
ceived, dividends and interest received, rents received, 
gross receipts from business activities (setting forth 
separately the gross receipts from the Savoy Hotel and 
from the candy stores ), cost of goods sold, compensation 
paid, interest paid, taxes paid, other operating, admin- 
istrative and overhead expenses paid, and contributions 
paid (R. 84-85; Joint Exs. 2B, 3C and 4D). 


On July 3, 1947, pursuant to a ruling by the Com- 
missioner of Internal Revenue that petitioner was not 
exempt, the Colleetor of Internal Revenue wrote to pe- 
titioner demanding the filing of income tax returns on 
Form 1041. On July 28, 1947, income tax returns on 
Form 1041 were filed by petitioner for the ealendar 
years 1943, 1944, 1945 and 1946 (R. 84; Joint Exs. 6F, 
7J, SH and 91). The returns were accompanied by a 
letter from Trustee William Danz stating that the re- 
turns were being filed in accordance with the Collector’s 
request but that the Trustees did not agree that returns 
should be filed and believed that the Charitable Trust 
was exempt from tax (R. 84). 


In each of the returns on Form 1041, petitioner 
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showed the income and expenses, took deductions for 
contributions paid during the year, and took a deduc- 
tion in the amount of the balance of the income as con- 
stituting income which pursuant to the terms of the 
trust agreement, was permanently held and set aside 
for exempt purposes under I.R.C. §162(a) (R. 84-85; 
Joint Exs. 6F, 7J, 8H and 91). 


Petitioner has not engaged in any activities to influ- 
ence legislation or carry on propaganda (R. 93). 


On June 4, 1952, the Tax Court handed down its opin- 
ion to the effect that petitioner was not exempt under 
I.R.C. §101(6) ; that petitioner was taxable as a trust 
and not as an association ; that petitioner was not entitled 
to a deduction under I.R.C. §162(a) for income not dis- 
tributed during the taxable year; and that the returns 
on Form 990 for the calendar years 1943, 1944 and 1945 
did not start the running of the Statute of Limitations 
(R. 128). Pursuant to this opinion, the Tax Court en- 
tered its decision on August 19, 1952 in Docket No. 
26404 finding deficiencies in income tax against peti- 
tioner as follows: 


1943 $11,050.71 
1944 50,955.97 
1945 56,848.76 


On the same date, decision was entered in Docket No. 
33429 finding deficiencies in income tax as follows: 
1946 $38,837.34 
1947 7,974.69 
Also, the decision found a penalty under I.R.C. §291(a) 
in the amount of $797.47 for 1947. (R. 130; 131.) 


14 
SPECIFICATIONS OF ERROR 


Petitioner relies upon the following errors of the 
Court below: 


1. The Tax Court erred in deciding that on its find- 
ings of fact petitioner was not exempt from Federal 
income tax under I.R.C. §101(6). 


2. The Tax Court erred in deciding that on its find- 
ings of fact petitioner was not entitled to a deduction 
in computing its Federal income taxes of all of its in- 
come under I.R.C. §162(a). 


3. The Tax Court erred in deciding that on its find- 
ings of fact the proposed Federal income tax deficien- 
cies against petitioner for the years 1943, 1944 and 1945 
were not barred by the Statute of Limitations set forth 
in LR.C. §275(a). 


4. The Tax Court erred in failing to enter a decision 
that there were no deficiencies in Federal income taxes 
due from petitioner for the years 1943, 1944, 1945, 1946 
and 1947. 
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SUMMARY OF ARGUMENT 

Petitioner was exempt from tax under I.R.C. §101(6) 
even though it had income from the operation of a hotel 
and small candy shops. The generally accepted rule is 
that exemption under this section is determined by the 
destination of the income, not the source. While this 
court has made no definite pronouncement on this point, 
nevertheless, in Squire v. Students Book Corp., 191 
F.(2d) 1018 (C.A. 9th) this court indicates that it will 
follow this general rule. 

Even if the decision in U. S. v. Commumty Services, 
Inc., 189 F.(2d) 421 (C.A. 4th), were thought to be cor- 
rect (and we think it incorrect), petitioner would still 
be exempt. That decision holds that the 1950 amend- 
ments to §101(6) indicate legislative construction of 
§101(6) as not exempting organizations whose primary 
purpose was operation of a business enterprise. Peti- 
tioner, however, had no primary purpose of operating 
a business enterprise. The original contribution to peti- 
tioner consisted solely of securities, and the policy of 
petitioner’s trustees was to invest in real estate and se- 
eurities. The Savoy Hotel building was purchased as a 
real estate investment. Petitioner’s trustees did not 
wish to operate the hotel and made efforts, finally sue- 
cessfully, to find a lessee. The three small candy shops, 
the investment in which was de mininis, were acquired 
as a means whereby the volunteer, uncompensated serv- 
ices of one of the grantors could be devoted to raising 
money for charity. The provisions and legislative his- 
tory of the 1950 Act show that Congress not only under- 
stood but also continued to provide that I.R.C. §101(6) 
applied even though the organization was conducting 
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a business enterprise, where the enterprise was not the 
primary purpose of the organization. 


Were petitioner not exempt under $101(6), still no 
tax would be due because petitioner would be entitled 
to deduct its entire net income under LR.C. $162(a). 
The statutes, legislative history, regulations and de- 
cisions all are in accord to the effect that income earned 
and retained by an irrevocable trust for exempt or- 
ganizations 1s permanently set aside during the tax- 
able year and is deductible under the first clause of 
$162(a), even though not paid out to and not eredited 
to any particular beneficiary during the vear, and even 
though it is used to discharge corpus obligations or oth- 
erwise will be subject to the risks of investment. This 
deduction depends on the provisions of the trust instru- 
ment, not on any particular action of the trustees there- 
under. Petitioner is also entitled to deduction of all of 
its net income under the second clause of $162(a) which 
contains no reference to setting aside during the tax- 
able vear, but permits deduction of any income to be 
used exclusively for exempt purposes. The decision be- 
low granting deduction under I.R.C. §23(0) to indivi- 
duals contributing to petitioner is inconsistent with the 
denial of deduction to petitioner under $162(a). 


Furthermore, the assessments for 1943, 1944 and 
1945 are barred by the statute of limitations contained 
in L.R.C. 8275(a). The returns on Form 990, pursuant 
to LR.C. »54(f). were sufficient to start the running of 
the statute because they were returns filed under the 
provisions of the income tax law in good faith as the 
appropriate return thereunder, and they disclosed all 
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data necessary for assessment of any tax due. Any oth- 
er result would deprive an organization, which in good 
faith is believed to be exempt, of the benefit of the 
statute of limitations. 


ARGUMENT 
I. 

OPERATION OF HOTEL AND CANDY SHOPS DID NOT 
DEPRIVE PETITIONER OF EXEMPTION 
UNDER L.R.C. $101(6) 

Exemption from tax under LR.C. §101(6) ( Appen- 
dix, ifra, p. 69) was denied to petitioner by the Tax 
Court solely for the reason that, during the years in- 
volved, petitioner operated a hotel and candy shops. 
Operation of these enterprises, the Tax Court held. 
gave petitioner a purpose of making money which, in 
that court's view, meant that petitioner was not organ- 
ized and operated *‘exclusively”’ for charitable pur- 
poses within the meaning of I.R.C. §101(6), even though 
the court held petitioner to be a valid, charitable trust. 
all the corpus and income of which was irrevocably re- 
quired to go to charitable organizations. 


A. 

THIS COURT HAS INDICATED APPROVAL OF 
GENERAL RULE THAT DESTINATION, NOT 
SOURCE, OF INCOME CONTROLS IN 
DETERMINING EXEMPTION 


This same issue, but involving charitable corporations 
rather than trusts,’ has been the subject of considerable 
' Both corporations and trusts are covered by the same 


language in I.R.C. §101(6). Fifth-Third Union Trust 
Co. v. Commissioner, 56 F.(2d) 767 (C.C.A. 6th). 
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recent litigation since the Tax Court in C. F. Mueller 
Co., 14 T.C. 922, decided not to follow the previously 
generally accepted rule that the ultimate destination 
of the income controlled in determining exemption. The 
Fourth Circuit held to the same effect in U. S. v. Com- 
munity Services, Inc., 189 F.(2d) 421 (C.A. 4th). Nev- 
ertheless, the Third Circuit in C. Ff. Mueller Co. v. Com- 


missioner, 190 F.(2d) 120 (C.A. 3d), reversed the Tax 
Court decision. 


The problem raised by this position of the Fourth 
Circuit and Tax Court has already been considered by 
this court in Squire v. Students Book Corp., 191 F.(2d) 
1018 (C.A. 9th). There a business corporation, the 
stock of which was wholly owned by the Regents of a 
state university in trust for a tax exempt student’s or- 
ganization, operated a book store and restaurant on the 
campus. This court held the corporation to be exempt 
even though receiving income from business operations. 


While it cannot be said that the Students Book Corp. 
case is precisely identical with that at bar, we believe 
it is determinative of the issue here. The difference be- 
tween that case and this lies in the fact that the book 
store and restaurant which were operated by the Stu- 
dents Book Corporation bore, in the words of this court 
(191 F'.(2d) at p. 1020), ‘‘a close and intimate relation- 
ship to the functioning of the college itself’’. Here, the 
hotel and candy shops bore no immediate relationship to 
the charitable objectives of the Trust. Nevertheless, it 
appears from the opinion in the Students Book Corp. 
ease that the relationship of the business activity to the 
college was regarded as an additional reason for the ex- 
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emption rather than the turning point on which ex- 


emption was granted. 


In the Students Book Corp. opinion, this court said 
(191 F..(2d) at p. 1020): 

Since the decision of the second circuit in Roche’s 
Beach, Inc. v. Commissioner, 2 Cir., 96 F.(2d) 776, 
most of the circuits confronted with the problem 
appear to have applied the ‘ultimate destination’ 
test in determining whether the profits of a com- 
mercial enterprise are exempt under §101(6), or, 
to put the matter another way, if the only purpose 
of the enterprise is to devote its profits to charitable 
or educational ends the exemption has been usually 
held to attach. It has been thought that the ex- 
emption, unlike exemption statutes generally, 
should be liberally construed because of the gain to 
the public through the encouragement of charity. 
In two very recent decisions, reaching opposite con- 
clusions, namely, United States v. Community 
Services, 4 Cir., 189 F.(2d) 421, and C. F. Mueller 
Co. v. C. I. R., 3 Cir., 190 F.(2d) 120, the subject 
has been extensively reviewed and the authorities 
cited and discussed. We think it unnecessary again 
to plow this field, more particularly since Congress 
in the Revenue Act of 1950 has declared a different 
rule applicable for taxable years commencing after 
December 31, 1950. 


In a footnote, this court then quotes the new provi- 
sion in the 1950 Act which denies exemption to organi- 
zations operated for the primary purpose of carrying 
on a trade or business, but points out that Congress was 
careful to say that this provision should have no re- 
troactive effect. Then in the body of the opinion, this 
court states that it has made no definite pronouncement 
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on the subject, although Smyth v. California State 
Automobile Assn., 175 F.(2d) 752 (C.A. 9th), mentions 
with seeming approval some of the cases holding that 
it is the purpose to which the income is devoted which 
determines whether the exemption exists. 
This court then states (191 F'.(2d) at p. 1020): 
Resolution of the case before us does not depend 
wholly on the ultimate destination of the taxpay- 
er’s profits. 
The opinion then goes on to discuss the relationship of 
the business activity to the college. 


Taking the opinion in the Students Book Corp. in its 
entirety, we think it fairly can be said that, while it 
does not constitute a definite pronouncement that the 
ultimate destination of the income alone determines 
exemption, nevertheless it does reflect this court’s opin- 
ion that ultimate charitable destination of the income 
is persuasive of exemption and that this court is in- 
clined to follow the test of exemption which was settled 
until the Tax Court attempted to change it in its de- 
cision in C. F’. Mueller Co., 14 T.C. 922. 

After this court’s decision in the Students Book 
Corp. case, the Court of Claims decided Sico Co. v. 
U.S., 102 F. Supp. 197. The corporation there involved 
carried on a business of distributing petroleum prod- 
ucts. The income was held for the benefit of the public 
schools. The Court of Claims held the corporation to be 
exempt on the ground that the destination, not the 
source, of the funds controlled, following the decision 
of the Third Circuit in C. F. Mueller Co. v. Commis- 
stoner, 190 F.(2d) 120, and refusing to follow the de- 
cision of the Fourth Cireuit in U. S. v. Community 
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Services, Inc., 189 F.(2d) 421. Thus, there is today even 
further support for the view indicated by this court in 
the Students Book Corp. ease. 


Two other cases in which the Tax Court applied its 
view that the destination test should be abandoned are 
now on appeal. Donor Rea'ty Corp., 17 T.C. 899, is be- 
for the Second Circuit and American Association of 
Engineers Employment, Inc., P-H Memo 'T.C. par. 
52,062, is before the Seventh Cireuit. Attempt by the 
taxpayer in U. S.v. Community Services, Inc. to bring 
the matter before the Supreme Court was met by a 
memorandum for the Government stating that the 1950 
legislation had made the question completely academic 
after 1950, and partly academic before that time and 
that review could serve only to resolve the question in 
a narrow class of cases. Certiorari was denied. Com- 
mumty Services, Inc. v. U. S., 342 U.S. 932, rehearing 
denied, 343 U.S. 911. 

This brief will not be extended by a resume of the 
reasons for the adoption of the rule that exemption 
under I.R.C. §101(6) is determined by the destination 
of the income, nor by a review of the long line of cases 
supporting it.”. The Third Circuit in C. F. Mueller Co. 


° However, it is interesting to note that every case in 
which operation of a business has been thought to 
destroy the exemption of a charitable organization, 
up to the decision of the Tax Court in this case, was 
one involving a corporation, not a trust. The only 
decision involving this issue in connection with a trust, 
namely Commissioner v. Orton, 173 F.(2d) 483 (C.A. 
6th), held that operation of a business enterprise did 
not take away the exemption granted by §101(6). In 
the case of an irrevocable, charitable trust, factors 
such as the certainty of devotion of the proceeds to 
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v. Commissioner, 190 F.(2d) 120 has covered this mat- 
ter extensively, as has also the Court of Claims in Sico 
Co. v. U. S., 102 F. Supp. 197, and this court is familiar 
with this background, as is shown by the opinion in 
Squire v. Students Book Corp., 191 F.(2d) 1018. We 
submit that under these decisions, petitioner in this 
ease is exempt from tax by reason of I.R.C. §101(6). 


B. 


PETITIONER WAS NOT ORGANIZED OR OPERATED 
FOR PRIMARY PURPOSE OF CONDUCTING A 
BUSINESS, AND THIS DISTINGUISHES 
COMMUNITY SERVICES, INC., DECISION 


In addition, we wish to point out that the situation 
at bar is distinguishable from that involved in U. S. v. 
Commumty Services, Inc., 189 F.(2d) 421 (C.A. 4th), 
and petitioner is properly to be held exempt under 
LR.C. §101(6) even if the Fourth Circuit were correct 
in that decision. 

The corporate charter of Community Services, Inc., 
and the facts surrounding its organization established 
that it was organized to take over and operate a busi- 
ness then being conducted by a private corporation, 
namely, a canteen refreshment service and retail sales 
of coal and ice. While the income was to go to charity, 


the charitable objectives (as compared to a corpora- 
tion, particularly a business corporation whose exemp- 
tion is based on charter provisions which might be 
amended, and the stock transferred to a non-charit- 
able purchaser), the control of the courts over the 
administration of the trust, and the fiduciary capacity 
of the trustees, all make it particularly inappropriate 
to hold that the exemption of a trust was destroyed 
by business activities. 
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there is no doubt that the corporation was to obtain 
that income from the conduct of a particular business 
enterprise previously conducted by the founder of the 
corporation. It can be said, therefore, that the basic 
purpose of that corporation at the time of its organiza- 
tion was to operate a particular business enterprise on 
behalf of charity. 

From the Community Services, Ine. opinion, it is 
clear that by reason of these facts, the Fourth Circuit 
concluded that a primary purpose of the corporation 
was to operate a particular business enterprise, and this 
conclusion led to its holding that the corporation was 
not organized exclusively for charitable purposes. The 
court relied strongly on the provisions of the Revenue 
Act of 1950 (Pub. Law 814, 81st Cong., 2d Sess.) add- 
ing to I.R.C. §101 the following language: 

An organization operated for the primary pur- 
pose of carrying on a trade or business for profit 
shall not be exempt under any paragraph of this 
section on the ground that all of its profits are pay- 
able to one or more organizations exempt under 
this section from taxation. 


While this amendment was not effective during the 
tax years involved in the Community Services case (and 
was not effective during the tax years involved at bar), 
nevertheless, the Fourth Circuit felt that it was declar- 
ative of, rather than a change of, existing law and 
could be resorted to in interpretation of the meaning 
of §101(6) as it existed prior to 1950. See 189 F.(2d) 
at p. 427. That court thus concluded that §101(6) had 
never exempted organizations whose primary purpose 
was to operate a business enterprise and held Com- 
munity Services, Inc. to be taxable. 
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In the case at bar, the findings of fact show no such 
. primary purpose (nor even any material purpose) of 
operating business enterprises. The findings show that 
the original contribution to petitioner consisted entirely 
of securities, a traditional form of charitable trust in- 
vestment, and these securities were not sold but re- 
mained as a permanent investment of petitioner. (R. 
110.) This fact negates the existence at the time of cre- 
ation of petitioner of any definite purpose of operating 
business enterprises. Later contributions to petitioner 
made by Mr. and Mrs. John Danz and others were all 
in cash or securities. (R. 112.) At no time was any 
business enterprise donated to petitioner, nor was any 
business enterprise of the founders or any other party 
connected with petitioner ever sold or conveyed to pe- 
titioner. Nor were there any strings attached to the 
gifts of cash and securities made to petitioner whereby 
petitioner was required to invest in or operate any busi- 
ness enterprise. Petitioner’s trustees were entirely free 
to follow any investment policy they thought best. In 
considering whether there was a ‘‘primary purpose of 
carrying on a trade or business for profit’’, there is a 
marked difference between a case where an organization 
is created to operate a particular business enterprise 
and one where the directors of a charitable corporation 
or the trustees of a charitable trust were given funds 
with no strings attached on how they were to be in- 
vested, and where the funds could be invested in any 
way that the directors or trustees believed might be to 
the best interests of the charitable beneficiaries. 


The Tax Court found that petitioner was created ‘‘for 
the purpose of making and supplying money’’ for 
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charitable organizations. (RK. 110.) This finding is en- 
tirely consistent with a purpose of making the money 
through investment rather than through operation of 
business enterprises. The findings also point out that 
the Trust Agreement gave broad investment powers to 
the trustees, including power to conduct business en- 
terprises. However, this is a common provision in ecre- 
ating a substantial charitable foundation in order to 
meet any contingency that might arise, and does not, 
of itself, establish that petitioner had as its primary 
purpose or even as any definite purpose, the operation 
of business enterprises. 

The findings show that the policy decided on by the 
trustees of petitioner was to invest in improved down- 
town real estate and in common stocks. All the major 
investments made by petitioner followed this policy. 
The improved real estate investments through 1947 
totaled $422,838.15. The common stock purchases 
through 1947 totaled $178,845.89. (R. 118-114.) These 
are traditional types of charitable foundation invest- 
ment and they do not indicate any purpose, much less a 
primary purpose, of operating business enterprises. 

The particular activities relied on in the Tax Court 
opinion to bring this case under the Community Serv- 
ices, Inc. decision were the operation of the Savoy Hotel 
and the candy shops. Regarding the Savoy Hotel, how- 
ever, the Tax Court expressly found that the intention 
of petitioner’s trustees was to operate the hotel only 
until the personal property could be sold and the real 
property leased to a hotel operator. The Tax Court 
further found that efforts were made to find such a 
lessee but no satisfactory arrangement was made until 
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January 1, 1948, when the furnishings were sold and 
the real estate leased. Moreover, the findings point out 
that petitioner did not operate the hotel directly during 
the vears 1943 through 1947 but had a real estate com- 
pany, which was operating the hotel when the building 
was acquired by petitioner, continue to operate the hotel 
for petitioner until the lessee was found. (R. 116-117.) 

Regarding the candy shops, the Tax Court’s findings 
are to the effect that Jessie Danz, one of the founders 
of petitioner, managed the candy shops without com- 
pensation because she wanted to make a contribution 
in that way to the acquisition of funds for the charit- 
able trust. (R. 115.) Furthermore, the Tax Court’s find- 
ings show that petitioner’s investment in these shops 
was insignificant in light of its other investments. These 
candy shops were purchased for $3,889.75, in compari- 
son to investments in real estate and stocks totaling 
$601,684.04. 

We submit that when all of the Tax Court’s findings 
of fact are considered, they not only fail to establish 
that petitioner was organized and operated for the 
primary purpose of operating business enterprises, but 
also they affirmatively establish that the operation of 
business enterprises was not even a material purpose 
of petitioner. The purpose of acquisition of the Savoy 
Hotel building was that of a real estate investment. 
Petitioner, at the time of acquisition of the building 
and at all times thereafter, desired not to engage in 
the hotel business and made continuing efforts to find 
a tenant-operator with eventual success. The purpose 
of acquiring the three little candy shops was so that 
Jessie Danz, one of the founders of petitioner, could 
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devote her volunteer services toward assisting the char- 
itable objectives of petitioner. Use of small candy shops 
for this purpose is commonplace among charitable or- 
ganizations. Moreover, it is de minimis as far as peti- 
tioner was concerned, the investment in these candy 
shops being only about six-tenths of one per cent of 
the total investments made by petitioner during the 
taxable years. Actually, a large part of the $52,650.44 
net profit earned by petitioner in the period 1943 
through 1947 from these candy shops should be treated 
as a donation from Mrs. Danz, rather than as net profit 
earned from the conduct of a business enterprise, when 
one considers the reasonable value of Mrs. Danz’ donat- 
ed services for four and one-half years in managing 
these shops. 

Every case with which we are familiar previous to 
that at bar, where it has been held that operation of a 
business enterprise destroys the exemption, has been a 
case where a corporation was organized for the purpose 
of taking over a particular existing business. In C. F. 
Mueller Co. v. Commissioner, 14 T.C. 922, it was a 
macaroni manufacturing business; in Joseph B. East- 
man Corp., 16 T.C. 1502, it was an automotive parts 
and service business; in Donor Realty Corp., 17 T.C. 
899, a realty business; and in American Association of 
Engineers Employment, Inc., P-H Memo T.C. par. 
92,062, an employment agency. These cases all may be 
said to bear resemblance to Community Services, Inc. 
in that the primary purpose on creation of the cor- 
poration was to take over and operate a particular 
business enterprise. 


The importance of the distinction between charitable 
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organizations having as the primary purpose the opera- 
tion of some business enterprise, and a charitable or- 
ganization such as petitioner, which, although it hap- 
pened to be operating business enterprises in the par- 
ticular years here in question, did not have as its pri- 
mary purpose the operation of business enterprises, 
appears when one considers the Revenue Act of 1950 
which was relied upon by the Fourth Circuit in the 
Community Services, Inc. decision as showing legisla- 
tive interpretation of the previous meaning of I.R.C. 
§101(6). The amendments made by the 1950 Act de- 
prived a feeder charitable trust or corporation of the 
benefit of §101(6), for years after 1950, if it were oper- 
ated for the primary purpose of carrying on a trade 
or business for profit. However, these same amend- 
ments made it clear that §101(6) still included an or- 
ganization, even though it operated a trade or business, 
as long as the operation of that business was not the 
primary purpose of the organization. 


Section 301(b) of the Revenue Act of 1950 (64 Stat. 
906) amended I.R.C. §101 by adding at the end thereof 
the following paragraph: 

An organization operated for the primary pur- 
pose of carrying on a trade or business for profit 
shall not be exempt under any paragraph of this 
section on the ground that all of its profits are pay- 
able to one or more organizations exempt under 
this section from taxation. For the purposes of 
this paragraph the term ‘‘trade or business”’ shall 
not include the rental by an organization of its 
real property (including personal property leased 
with the real property). 
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Section 301(¢) of the same Act added to I.R.C. §101 
another paragraph to follow the one just quoted. This 
second addition reads: 

Notwithstanding supplement U, an organization 
described in this section (other than in the preced- 
ing paragraph) shall be considered an organization 
exempt from income taxes for the purpose of any 
law which refers to organizations exempt from in- 
come taxes. 


Supplement U provides that in the case of certain 
exempt organizations having unrelated business in- 
come, the unrelated business income itself shall be tax- 
able but the balance of the income of the exempt or- 
ganization is not taxable. LR.C. §§421-423, as added 
by the Revenue Act of 1950, §801(a). Supplement U 
is applicable only with respect to taxable years begin- 
ning after December 31, 1950. Revenue Act of 1950, 
§303. Unrelated business income is defined to mean 
income from a business the conduct of which is unre- 


lated, aside from use of the income, to the exempt pur- 
poses of the organization. I.R.C. §422(b) as added by 
Revenue Act of 1950, $301. 


It should be noticed that the language of subsection 
(6), L.R.C. $101, was not changed by the 1950 Act. If 
a charitable organization is within the application of 
§101(6) for years after 1950 even though it conducts 
business enterprises (as it clearly is under the above 
provisions as long as the conduct of the business is not 
the primary purpose of the organization) then Con- 
gress must have understood that the language of 
§101(6) as it existed prior to the 1950 Act was sufficient 
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to bring within its scope an organization that had busi- 
ness income. 


By I.R.C. Supplement U, added by the 1950 Act, Con- 
gress imposed an income tax on that part of the income 
of exempt organizations which was derived from con- 
duct of certain business operations. Supplement U ap- 
plies, after 1950, to exempt organizations having busi- 
ness income where the operation of the business is not the 
primary purpose of the organization. Where operation 
of a business is the primary purpose of an organization, 
Supplement U does not apply because that organization 
is not exempt under I.R.C. $101, and is taxed on its en- 
tire income under the ordinary taxing provisions of the 
income tax act. Supplement U was a new tax on organ- 
izations regarded as exempt. Supplement U_ presup- 
poses that the organization it applies to is exempt and 
that the income it taxes would be non-taxable were it 
not for the special tax imposed by Supplement U itself. 

This quite evident meaning of the amendments made 
by the 1950 Act is confirmed by the committee reports 
on that Act. H. Rep. No. 2319, 81st Cong., 2d Sess., 
states in part III(e) (1): 

Your committee’s bill imposes the regular corpo- 
rate income tax on certain tax-exempt organiza- 
tions which are in the nature of corporations and 
the individual income tax on tax-exempt trusts 
with respect to so much of their income as arises 
from active business enterprises which are unre- 
lated to the exempt purposes of the organizations. 

Your committee’s bill does not deny the exemp- 
tion where the organizations are carrying on unre- 
lated active business enterprises or require that 
they dispose of such businesses but merely imposes 
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the same tax on income derived therefrom as is 
borne by their competitors. 

S. Rep. No. 2375, 81st Cong., 2d Sess., states in Part 
VITI(A) (1) regarding Supplement U of the bill (U.S. 
Code Cong. Serv. 1950, Vol. 2, p. 3081): 

In neither the house bill nor your committee’s bill 
does this provision deny the exemption where the 
organizations are carrying on unrelated active 
enterprises, nor require that they dispose of such 
businesses. Both provisions merely impose the 
same tax on income derived from an unrelated 
trade or business as is borne by their competitors. 
In fact, it is not intended that the tax imposed on 
unrelated business income will have any effect on 
the tax-exempt status of any organization. An or- 
ganization which is exempt prior to the enactment 
of this bill, if continuing the same activities, would 
still be exempt after this bill becomes law. In a 
similar manner any reasons for denying exemption 
prior to enactment of this bill would continue to 
justify denial of exemption after the bill’s passage. 


Both from the Revenue Act of 1950 and from its leg- 
islative history, it is evident, then, that Congress re- 
garded I.R.C. §101(6) as granting exemption to an or- 
ganization even though it conducted a trade or business. 
The 1950 Act expressly denied the exemption for future 
years in situations where the conduct of the business 
was the primary purpose of the organization. Whether 
this denial was a change in the meaning of I.R.C. §101, 
or merely declaratory of the meaning of that section as 
it had existed prior to 1950, is a point of dispute be- 
tween the Third Cireuit in C. F. Mueller Co. v. Com- 
missioner, 190 F.(2d) 120, and the Fourth Circuit in 
U.S. v. Community Services, Inc., 189 ¥.(2d) 421. We 
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believe that the Third Circuit’s view that this denial 
was a change in the scope of §101 is correct. Neverthe- 
less, if we take the Fourth Circuit’s view that the 1950 
Act is declaratory of the previous meaning of the sec- 
tion, the clear interpretation of §101 by the 1950 Act is 
that the operation of a business enterprise does not 
prevent an organization from being exempt under 
I.R.C. §101(6) unless the conduct of the business enter- 
prise is the primary purpose of the organization. 


The Tax Court’s findings of fact establish that the 
operation of a business enterprise was not the primary 
purpose of petitioner. Consequently, petitioner is ex- 
empt from tax even assuming that the case of U.S. v. 
Community Services, Inc., 189 F.(2d)421 (C.A. 4th), 
was correctly decided.® 


II. 


PETITIONER IS ENTITLED TO DEDUCTION OF ALL 
ITS NET INCOME UNDER I.R.C. §162 (a) 


Even if petitioner were not itself a tax exempt organ- 
ization, nevertheless, no tax was due from it because it 
was entitled to a deduction under I.R.C. §162(a), (Ap- 
pendix, infra, p. 69), for all income permanently set 
aside for, or to be used exelusively for, exempt organ- 
izations. Since petitioner is an irrevocable charitable 
trust, all of its net income is so held and is deductible. 


Without citing any case which supports its position 


* Space will not be taken here to develop the additional 
distinction set forth in footnote 8 of the opinion in 
C.F. Mueller Co. v. Commissioner, 190 F.(2d) 120, 
(C.A.38d), which we believe is sound and on which we 
also rely. 
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(because there was no such case), the Tax Court denied 
the deduction on the ground that petitioner had not 
paid out to exempt organizations in each year the full 
amount earned in that year, there being no requirement 
in the trust instrument that it do so, and the unexpend- 
ed balance was invested or used to pay off loans and in- 
terest thereon. The loans consisted of mortgages or 
money borrowed on trustees’ notes incurred in connec- 
tion with the making of the investments of petitioner, 
and, the interest was paid on these loans.* (R. 94-98, 
99-100, 114-115.) The Tax Court stated that the entire 
income in any year could be invested or put back into 
any business enterprise carried on by petitioner, and 
concluded that the income for any particular year used 
for such purposes might never go to any charity because 
it might be lost in a business venture. The court further 
stated that an annual deduction is not allowed by 
§162(a) merely because the property of the trust must 
eventually go to charities, (R. 123-125.) 


A. 


IRREVOCABLE REQUIREMENT THAT ENTIRE FUND 
GO TO EXEMPT ORGANIZATIONS SUPPORTS 
DEDUCTION UNDER EITHER CLAUSE 
OF §162(a) 


Contrary to the statement in the Tax Court opinion, 


an annual deduction of the entire net income of a trust 
was authorized by either and both clauses of I.R.C. 


*There is no question presented under §162(a) as to 
the interest since the interest is independently de- 
ductible and the deduction taken on the returns under 
§162(a) was of the net income after eliminating there- 
from the amount paid out as interest. 
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§162(a), as it read during the years in question, where 
the trust instrument irrevocably required all corpus 
and income of the trust to go to exempt organizations. 


During the years 1943 through 1947 which are here 
involved, I.R.C. §162(a) read as follows: 

(a) There shall be allowed as a deduction (in lieu 
of the deduction for charitable, etc., contributions 
authorized by section 23(a)) any part of the gross 
income, without limitation, which pursuant to the 
terms of the will or deed creating the trust, is dur- 
ing the taxable year paid or permanently set aside 
for the purposes and in the manner specified in 
section 23(0), or is to be used exclusively for reli- 
gious, charitable, scientific, literary, or educational 
purposes, or for the prevention of cruelty to chil- 
dren or animals, or for the establishment, acquisi- 
tion, maintenance or operation of a public ceme- 
tery not operated for profit. 


This section, of course, applies to trusts which are not 


tax exempt organizations, since tax exempt trusts would 
need no deduction. 


It will be noticed that the language of the section con- 
tains two co-ordinate clauses, under either of which 
deductions may be taken. The first clause covers any 
part of the gross income which, pursuant to the terms 
of the trust instrument, is during the taxable year paid 
or permanently set aside for the purposes and in the 
manner specified in §23(0). The second clause covers 
any part of the gross income which, pursuant to the 
terms of the trust instrument, is to be used exclusively 
for stated exempt purposes. The deduction contended 
for by petitioner is, we believe, clearly allowable under 
the first clause of the section, and we believe, also, that 
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the deduction is authorized by the second clause of the 
section. In the opinion of the Tax Court, the first clause 
only of §162(a) is quoted. 


1. Income of petitioner is by the trust instrument per- 
manently set aside for charitable organizations under 


first clause of 8162(a) 


As the opinion of the Tax Court recoguizes, the trust 
instrument in this case requires that all of the assets of 
petitioner, whether corpus or income, be held irrevoc- 
ably for payment to charitable organizations qualify- 
ing under I.R.C. §23(0) (Appendix, infra, p. 67). This 
fact, in and of itself, constitutes a setting aside during 
the taxable year of all of the income of petitioner and 
gives petitioner the right to a deduction under the first 
clause of §162(a). 


Several of the cases consolidated in the Tax Court 
with those at bar involved deductions under I.R.C. 
§23(0) by contributors to petitioner for the amounts of 
their contributions. Section 23(0) granted individuals 
deduction of contributions ‘‘to or for the use of’’ ex- 
empt organizations. Appendix, infra, p. 67. In its opin- 
ion in this case, the Tax Court allowed deduction for 
contributions to petitioner, holding that the words, ‘‘for 
the use of,’’ conveyed a meaning similar to ‘‘in trust 
for’’ so that the contributions here made to petitioner 
—an irrevocable trust for exempt organizations—quali- 
fied under §23(0). R. 126. This holding is in accord with 
long-settled construction. Schoellkopf v. U. S., 124 F. 
(2d) 982 (C.C.A. 2d); H. H. Bowman, 16 B.T.A. 1157 
(Acquiescence [X—1 C.B. 6); I. T. 3707, C.B. 1945, 
p. 114. 


36 


The decision of the Tax Court on §162(a) is incon- 
sistent with its decision on §23(0). The first clause of 
§162(a) grants a deduction to a trust of income ‘‘per- 
manently set aside for the purposes and in the manner 
specified in §23(0).’’ Under the trust instrument here 
involved, the income received by petitioner was held for 
exactly the same purposes and in exactly the same man- 
ner as were donations received by petitioner. That these 
purposes and this manner were those specified by 
§23(0) was determined by the Tax Court in granting 
the deduction under §23(0). 


Prior to 1917, the income tax law provided no deduc- 
tions, either to individuals or to trusts and estates, for 
charitable contributions. Section 1201(2) of the Rey- 
enue Act of 1917 (40 Stat. 300) gave to individuals, and 
by reference also to trusts and estates, deduction up to 
15% of net income for contributions actually made 
within the year to charitable corporations or associa- 
tions. 


As far as individuals were concerned, §214(a) (11) 
of the Revenue Act of 1918 (40 Stat. 1057) retained es- 
sentially the same provisions (except restricting the de- 
duction to contributions made to corporations, elimi- 
nating associations). The 1918 Act, however, adopted a 
new section dealing with charitable deductions by trusts 
and estates. Section 219(b) of that Act provided (40 
euat. 1071): 

* * * there shall also be allowed as a deduction (in 
lieu of the deduction authorized by paragraph (11) 
of subdivision (a) of section 214) any part of the 
eross income which, pursuant to the terms of the 
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will or deed. creating the trust, is during the tax- 
able year paid to or permanently set aside for the 
United States, any State, Territory, or any polit- 
ical subdivision thereof, or the District of Colum- 
bia, or any corporation organized and operated ex- 
clusively for religious, charitable, scientific or edu- 
cational purposes, or for the prevention of cruelty 
to children or animals, no part of the net earnings 
of which inures to the benefit of any private stock- 
holder or individual ; * * *. 

Attention is called to the following significant provi- 

sions of that section: 


First, the new deduction is expressly stated to be a 
substitute for the deduction allowed individuals which 
had previously applied to trusts and estates. 


Second, the new deduction is unlimited in amount as 
compared to a limit of 15% of net income imposed on 
individuals and previously imposed on trusts and 
estates. 


Third, a trust or estate is entitled to a deduction for 
amounts permanently set aside for charitable corpora- 
tions, whereas individuals were limited (as were trusts 
and estates under previous law) to deduction of 
amounts paid out. 


Fourth, in order to secure deduction of amounts paid 
out during the year, the trust or estate must have paid 
the amounts directly to a charitable corporation and 
could not get a deduction for amounts paid to another 
charitable trust. The same was true of deductions 
claimed by individuals under §214(a) (11). 


It is also significant in determining the construction 
of this section that the committee report makes no men- 
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tion of the phrase ‘‘during the taxable year.’’ House 
Conf. Rep. No. 1037, 65th Cong., 3d Sess., p. 52, stated: 


Amendment No. 94. This amendment allows, in 
the case of estates and trusts, a deduction for 
amounts which, pursuant to the terms of the will or 
deed creating the trust, are paid to or permanently 
set aside for religious, charitable, scientific, or edu- 
cational purposes, or for the prevention of cruelty 
to children or animals; and the House recedes with 
amendments making clerical changes and confining 
the deductions to amounts contributed to or per- 
manently set aside for governmental purposes or 
corporations organized and operated exclusively 
for religious, charitable, scientific, or educational 
purposes, or for the prevention of cruelty to chil- 
dren or animals, no part of the net earnings of 
which inures to the benefit of any private stock- 
holder or individual. 


Considering both the text of the section and the com- 
mittee report, we believe that the intent of Congress in 
the case of trusts and estates was not only to eliminate 
the 15% restriction but also to eliminate the require- 
ment that in order to get a deduction, the money must 
be paid out during the year where the will or trust in- 
strument as it existed during the taxable year required 
that the income be held for and eventually paid to a 
charitable corporation. 


The Revenue Act of 1921 (42 Stat. 227, 246) also 
made significant changes. Section 219(b) of that Act 
provided : 

* * * except that (in lieu of the deduction author- 
ized by paragraph (11) of subdivision (a) of sec- 
tion 214) there shall also be allowed as a deduction, 
without limitation, any part of the gross income 
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which, pursuant to the terms of the will or deed 
creating the trust, is during the taxable year paid 
or permanently set aside for the purposes and in 
the manner specified in paragraph (11) of subdivi- 
sion (a) of section 214. 

Here for the first time is found the reference to the 
‘“purposes’’ and the ‘‘manner’’ specified in the section 
granting charitable deductions to individuals. Also, the 
1921 Act eliminates the word *‘to’’ following the phrase, 
“Vs during the taxable year paid * * *.’’ The effect of 
the elimination of the word ‘‘to”’ is to permit deduction 
of amounts which are paid out during the vear but are 
not paid to an exempt organization but are paid for 
such an organization. The most obvious example would 
be payments to an irrevocable trust for exempt organ- 
izations. 

S. Rep. No. 275, 67th Cong., 1st Sess., p. 16, states 
that the amendments found in $219(b) of the 1921 Act 
were for the purpose of clarifying its provisions and 
making the interpretation thereof more definite and 
certain. 


The Revenue Act of 1921 also changed the provisions 
for charitable deductions by individuals. Section 
214(a) (11) of that Act added the words, ‘‘or for the 
use of,’’ so that the section read: 

Contributions or gifts made within the taxable 
year to or for the use of: (A) * * *. 

Considering this change along with the simultaneous 
change made in §219(b) wherein the word ‘‘to’’ was 
eliminated, it appears that Congress decided that in- 
dividuals and trusts and estates should all be allowed 
deductions for contributions made to an irrevocable 
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trust for exempt organizations. The language so adopt- 
ed in 1921 continued through the years here involved. 

Under this language, if there were in existence an- 
other charitable trust identical with petitioner in all 
respects and if petitioner contributed to this other trust 
all petitioner’s income, petitioner would be entitled to 
a deduction therefor. This money in the hands of the 
other identical trust would be subject to all of the risks 
of being lost through investment or conduct of business 
enterprises that it is in the hands of petitioner. It 
would, indeed, be strange if contributions of income to 
another identical trust were deductible but the same 
income retained in petitioner’s hands was not deduct- 
ible. In such a case, two identical trusts could be created 
and each give its income to the other and each thereby 
secure a deduction for its entire income, but neither 
could secure any deduction if it retained its own in- 
come. The decision below, in effect, reaches this odd 
result by allowing deduction of contributions to peti- 
tioner but disallowing deduction of petitioner’s income 
retained by it. 

Congress carefully avoided this result by the provi- 
sion of §162(a) that a trust may deduct any part of its 
income which, pursuant to the terms of the will or deed 
creating the trust, is permanently set aside for the pur- 
poses and in the manner specified in the section allow- 
ing deduction to individuals for contributions to char- 
ity. One of the obvious purposes of this provision is to 
permit a trust to take a deduction for its retained in- 
come where contributions by individuals to the trust to 
be retained by the trust under the same provisions 
would entitle the individuals to a deduction. 
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. The. fact that the income of a trust is held as a part 
of. the corpus and reinvested, and the fact that no ac- 
tion is taken by the trustees during the taxable year 
to pay the income to any particular charitable bene- 
ficiary, have been held, by rulings of the Bureau of In- 
ternal Revenue from the beginning, not to prevent a 
deduction under the first clause of §162(a) where the 
deed of trust or the will required all of the assets even- 
tually to go to charitable organizations. 


G.C.M. 423 (V-2 C.B. p. 53) involved a trust created 
by a will where the will left the residue of the property 
to the trustee, directing the trustee to hold the property 
with power of sale, investment and reinvestment at its 
discretion, and to pay over the net income thereof to a 
certain hospital. The question presented for ruling was 
whether income arising from gain on sale of part of 
the assets constituting the corpus was deductible under 
§219(b) (1) of the Revenue Act of 1926, a predecessor 
of I.R.C. §162(a). Since there was no direction in the 
will as to any time when the corpus itself of the trust 
was to be turned over to the charity and since gain on 
the sale of assets constituting the corpus is in itself re- 
garded as corpus, there was no clear showing that the 
income which represented this gain actually in itself 
would go to the exempt beneficiary. Nevertheless, the 
Bureau held that a deduction was proper under 
§219(b) (1), stating that where the trust involves no 
intermediate estate and remainder over, and is, as this 
one was, a perpetual charitable trust, the gain on the 
sale of the corpus becomes a part of the corpus of the 
fund to be held in perpetuity subject to the terms and 
conditions of the instrument creating the trust. The 
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opinion further held that since all the income from 
this trust was to go to the hospital, the corpus of the 
fund was permanently set aside for the charity. 

If capital gain constituting part of the corpus of a 
trust is permanently set aside for charity and deduct- 
ible under §162(a), even though it is a perpetual trust 
and there is no provision that this gain itself will ever 
be paid to a charity, then certainly in the case of the 
Danz trust where the corpus as well as all the income 
must, within a time specifically provided for in the trust 
instrument, be paid to charity, a deduction of the in- 
come is proper. G.C.M. 423 is a direct holding by the 
Bureau that income is permanently set aside for a 
charity and deductible under the first clause of the stat- 
ute where it is to be held for the eventual benefit of a 
charity even though it will be subject to the hazards of 
investment and reinvestment by the trustees. 

G.C.M. 423 has never been revoked or modified by the 
Bureau and was cited with approval in G.C.M. 10423 
(XI-2 C.B. p. 127) where the will put the residue of the 
estate in trust, the income to be paid to the wife during 
life, with the remainder over to charitable institutions. 
The question was whether profit from the sale of securi- 
ties was allowable as a deduction under §162(a). The 
court held that this profit became a part of the corpus 
and thus was not available to the life tenant. Since the 
gain could not be paid to the life tenant, but would be 
held until the termination of the trust, at which time it 
would be paid to the charitable institutions, the Bureau 
held that it was deductible under §162(a). Again, we 
point out that this capital gain, becoming part of the 
corpus, could be invested or put back into any business 
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earried on by the trust. Still, the Bureau held that it 
was deductible under §162(a), and any possibility that 
the fund might be lost by bad investments made no dif- 
ference. 


In 8. M. 4644 (V-1 C.B. p. 277) a testamentary trust 
was created with stock of a real estate corporation, and 
it was provided that the income was to go to private in- 
dividuals, and upon their death the corpus was to go to 
charity. The Solicitor held that capital gains became 
a part of the corpus and thus were by the trust instru- 
ment permanently set aside for charity and deductible 
under §219(b) of the Revenue Act of 1921, which con- 
tained only the first clause of I.R.C. §162(a). For all 
that appears in the opinion, the life tenants would have 
many years to live and the corpus undoubtedly would 
be invested and reinvested during that period. 


These rulings represent the uniform administrative 
construction by the Bureau of Internal Revenue of this 
section of the statute. Until the present case, the court 
decisions likewise have uniformly construed the first 
clause of §162(a) as permitting a deduction in situa- 
tions like that presented here. 


This question first arose in Bowers v. Slocum, 20 F. 
(2d) 350, (C.C.A. 2d). There the will of the decedent 
had left the residue to various charitable organizations. 
Income was received by this residuary estate during 
the year 1919, but was not paid to or credited on the 
books of the estate to any charitable organization dur- 
ing that year. The Commissioner argued that the estate 
could take no deduction for this income under §219(b) 
of the Revenue Act of 1918, which contained only the 
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first clause of what is now §162(a), because it was 
neither paid nor credited to any organization during 
the year. The court held, however, that it was deduct- 
ible as permanently set aside for the charitable organ- 
izations, saying (p. 352) : 


Section 219(b) does not make the deduction de- 
pend upon the action of the executors in crediting 
the income upon their books, but upon the perma- 
nent setting aside of the income by the will itself 
for corporations of the character in question. The 
question, therefore, resolves itself into this: Was 
the income received by the estate during the year 
1919 permanently set aside for the residuary lega- 
tees by the will itself? 


The court also stated (p. 353) : 

In the case at bar the testatrix took the most 
effective method of setting aside the income in 
question for the residuary legatees, because by the 
will itself she set aside for them everything that 
was left, and thus we find that the income, when 
received by the executors, was by the will perma- 
nently set aside for the residuary legatees, the cor- 
porations in question, and that the income in ques- 
tion for the year 1919 was deductible under the 
provisions of section 219(b). 


At about the same time as this Second Cireuit deci- 
sion, the same taxpayer and the same issue came before 
the Board of Tax Appeals, involving the year 1921. 
Herbert J. Slocum, et al, Executors, 6 B.T.A. 36. The 
board said (p. 40): 


* * * We think it was the intent and purpose of 
Congress that income of an estate which, in fol- 
lowing out the provision of a will, could be shown 
to be certainly destined for uses specified in para- 
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graph (11) of subdivision (a) of section 214 should 
be allowed as a deduction in computing the net in- 
come of the estate, * * * 


* * * Subdivision (b) of section 219 does not make 
the deduction depend upon the erediting or pay- 
ment but upon the permanent setting aside of the 
income for charitable, religious, or educational 
purposes. The will directed that the residuary 
estate ‘wheresoever and whatsoever’ be distributed 
to the exempt institutions. When the executors re- 
ceived the income it became a part of the residuary 
estate and was permanently set aside for and be- 
longed to the exempt institutions. It was, therefore, 
a proper deduction by the estate. 


Ever since these two decisions involving the Slocum 
Estate, it has been accepted that deductions under what 
is now the first clause of I.R.C. §162(a) were in no way 
dependent upon any action by the executors or the trus- 
tees, but any income which, by the terms of the will or 
the trust, must eventually go to charities was deductible. 
E. C. Johnson, Executor, 13 B.T.A. 850; Hu L. Mc- 
Clung, et al, Executors, 13 B.T.A. 335; FE. Schier Welch, 
et al, Trustees, 9 B.T.A. 1370; Irving Bank-Columbia 
Trust Co., 8 B.T.A. 833; Beggs v. U.S., 27 Fed. Supp. 
999 (Ct. Cls.). 


Considering the provisions of the statute, the com- 
mittee reports, the rulings and the decisions, we sub- 
mit that it is settled that the first clause of §162(a) per- 
mits a deduction for any income of an estate or trust 
where the will or deed of trust contains irrevocable pro- 
visions that the income must eventually go to charitable 
organizations. No payment or crediting or other action 
by the trustees during the taxable year is required, nor 
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is it necessary that the will or deed of trust direct that 
any particular action be taken during the taxable year. 
Furthermore, the deduction is not affected by the fact 
that the income will be invested and will be subject to 
the possibility of being lost if the investments of the 
trust are unsuccesful. We submit that the Tax Court 
erred in denying petitioner a deduction under the first 
clause of §162(a) in the amount of its net income. 


2. Deduction of all of the income of petitioner is proper 
under the second clause of §162(a) 


The deduction taken in the present case by petitioner 
of all of its net income in each year is not only author- 
ized by the first clause of §162(a), but is also independ- 
ently authorized by the second clause of that section 
added in 1924. In fact, the interpretation of the two 
clauses has been such that they both accomplish the 
same result in the ordinary case, such as the present 
case, the second clause accomplishing the additional 
result of permitting the deduction where the estate or 
trust itself is to use the money directly for charitable 
purposes rather than to give it to charitable organiza- 
tions. 


As we have previously mentioned, I.R.C. §162(a) 
was first adopted as §219(b) of the Revenue Act of 1918 
(40 Stat. 1057, 1071), and allowed a trust the deduction 
of any part of the gross income which, pursuant to the 
terms of the will or deed creating the trust, was during 
the taxable year paid to or permanently set aside for 
charitable organizations. In 1924, this Act was amended 
by adding a provision that the deduction could likewise 
be taken as to any income that ‘‘is to be used exclusively 
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for” charitable purposes. Revenue Act of 1924, §219(b) 
(43 Stat. 253, 275). In adopting this amendment, Con- 
gress intended it to permit an independent deduction 
in addition to that permitted by the language of the first 
clause of the section, which had been adopted in 1918. 
S. Rep. No. 398, 68th Cong., Ist Sess., p. 25, states that 
the 1924 amendment to the section was added, ‘‘to per- 
mit as an additional deduction that part of the gross 
income which, pursuant to the terms of the will or deed, 
is to be used exclusively for the prevention of cruelty 
to children or animals, since contributions by individ- 
uals to organizations for these purposes are deductible 
under §214(a)(10).’’ In conference, this language was 
expanded so that it included the purposes of religious, 
charitable, educational, ete., which were in accord with 
the types of organizations set forth in the first clause 
of this section as adopted in 1918. See the statement of 
the managers on the part of the House at p. 19, as at- 
tached to H. Conf. Report No. 844, 68th Cong., 1st Sess.° 


The language of the statute itself confirms the state- 
ment of the Senate Committee that this amendment was 


* The language of the Senate Committee above quoted 
indicates further the understanding of Congress that 
a trust receives a deduction in the amount of its in- 
come in situations where contributions to the trust 
are deductible by the contributing individuals under 
§214(a) (10), the predecessor of I.R.C. §23(0). This 
Senate Report thus highlights the inconsistency of 
the Tax Court in this case in granting deduction un- 
der §23(0) to the individuals for contributions made 
to petitioner and at the same time denying petitioner 
a deduction of its own income, both the contributions 
received and the income received by petitioner being 
held under the same provisions of the trust instru- 
ment. 
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intended to permit an independent deduction. The two 
co-ordinate clauses of §162(a) both commence with the 
word ‘‘is,’’ and the section has full meaning when read 
with either of these clauses, omitting the other. Thus, if 
it is desired, the section can be read as follows (taking 
the language as it existed during the taxable years here 
in question) : 

(a) There shall be allowed as a deduction (in 
lieu of the deduction for charitable, etc., contribu- 
tions authorized by §23(0)) any part of the gross 
income without hmitation which pursuant to the 
terms of the will or deed creating the trust * * * is 
to be used exclusively for religious, charitable, lit- 
erary or educational purposes. 


The regulations adopted under the 1924 Act show 
that the administrative construction was to the same 
effect. Regs. 65, Art. 342, provided: 

(1) If the terms of the will or of the deed ecre- 
ating the trust direct that any part of the gross in- 
come of the estate or trust (a) be paid or perma- 
nently set aside for charitable or other purposes as 
specified in §214(a) (10), or (b) be used exclusive- 
ly for religious, charitable, scientific, literary or 
educational purposes * * * such gross income so 
paid or set aside during the taxable year shall be 
allowed as a deduction in lien of the deduction au- 
thorized by §214(a) (10). 

The language of the regulations under the 1924 Act 
was used in all the regulations until the 1934 Act. At 
that time, it was changed to read as follows (Regs. 86, 
Art. 162-1): 

(1) Any part of the gross income of the estate 


or trust for its taxable year which, by the terms of 
the will or of the instrument creating the trust, is 
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paid or permanently set aside during such year 
for the charitable, etc., uses or purposes referred to 
or described in subsection (a) of section 162. 

This change in regulations was undoubtedly, as we 
will point out, caused by the fact that the interpretation 
of the section had been such that a deduction under 
that section would ordinarily qualify under both clauses 
of the section, and it apparently was not deemed neces- 
sary to continue to state the two clauses in the alterna- 
tive. Notice should be taken of the fact that while the 
second clause of §162(a) does not include the phrase, 
‘“during the taxable year,’’ the 1934 regulations appear 
to apply this phrase to both clauses. No difficulties 
flowed from this consolidation because it was generally 
understood that where income was being accumulated, 
rather than paid out, the existence of trust provisions 
requiring a charitable use of the funds was all that was 
required by the phrase concerning the taxable year. 

The language of the 1934 regulations has continued 
throughout the years involved in this case. See Regs. 
111, §29.162-1. 

While the second clause of §162(a) was undoubtedly 
primarily intended by Congress to reach situations 
where the trust retains its income for eventual direct 
application by the trust itself to exempt purposes, nev- 
ertheless, both the administrative and the judicial con- 
struction has been that this clause hkewise authorizes a 
deduction where the income is held for payment to other 
organizations that will apply it to exempt purposes. In 
S. M. 4613 (V-1 C.B. p. 71), the trustees were to hold 
the property and invest it until it had increased to 
X dollars, and then turn the entire corpus over to a 
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corporation created for the purpose of. making charit- 
able loans. The question was raised by the Income Tax 
Unit as to whether the trust could take a deduction for 
income in years prior to the organization of the corpo- 
ration that was to eventually receive the money. The 
Solicitor of Internal Revenue in his ruling held that a 
deduction was permissible, pointing to the addition to 
the section in the Revenue Act of 1924. 

It will be seen from this ruling that the administra- 
tive construction of the second clause of §162(a) was 
the same as the construction of the first clause, namely, 
that it authorized the deduction of any income which, 
under the terms of the trust deed, was held in trust ir- 
revocably for a charitable organization. The second 
clause also covered the additional situation where the 
money was held for eventual use by the estate or trust 
itself for charitable purposes. In this identity of the 
construction of the two clauses can be seen the reason 
why the alternative statement of the two clauses that 
was contained in the regulations prior to 1934 was con- 
solidated into one statement in the 1934 regulations, as 
previously set forth. 

The meaning of the second clause of §162(a) was con- 
sidered at length in the leading case of Estate of J. B. 
Whitehead, 3 T.C. 40, Affd. sub nom. Commissioner v. 
Citizens and Southern National Bank, 147 F.(2d) 977 
(C.C.A. 5th). In the Whitehead case, the testator left 
a will providing that a corporation should be formed 
to take his residuary estate and, after paying certain 
special bequests to various individuals, pay the balance 
to charity. The question involved in the case was 
whether the estate was entitled to take a deduction 


: 
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under §162(a) for that part of its income which was 
held for payment to the corporation. The will provided 
that the corporation would be managed by trustees or 
directors and that one-fourth of the income should be 
used by them by disbursing it to the most deserving 
orphans’ home or homes, and the balance should be used 
for charitable purposes, either directly or given to 
charitable institutions. The estate borrowed substantial 
amounts of money, in the neighborhood of $1,000,000.00, 
for purposes of paying off obligations of the estate, 
and a good part of the income of the estate was used to 
make payments on these loans. Although the decedent 
passed away on November 14, 1935, no distributions 
were made to the charitable corporation until 1938. The 
estate claimed a deduction in 1986 for $431,449.53 as in- 
come accrued in favor of the charitable corporation. 
This was the entire income of the estate, less the amount 
going to the private beneficiary. 


The Tax Court held that the test of the propriety of 
the deduction claimed was furnished by the terms of 
the will and not by what was actually done thereunder, 
and referred to the second clause of §162(a), as added 
by the Revenue Act of 1924, stating that this language 
provided an additional deduction, and further stating 
(p. 49): 

Apparently, and it seems to us with good logie, 
it was considered that the trust involved in the re- 
quirement of exclusively charitable, ete., use would 
guarantee application to such uses equally as safe- 
ly as requiring an organization formed and oper- 
ated exclusively for such uses. If, therefore, in this 
ease the will provided that any part of the gross 
income of his estate was to be used exclusively for 
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charitable or educational uses, as to such part the 
foundation, the agency for such use, provided by 
the will need not comply with the requirements of 
the earlier part of §162(a), that is there need be no 
payment to, or permanent setting aside to, an en- 
tity organized and operated exclusively for charit- 
able or educational purposes with no benefit inur- 
ing to private individuals, as required by the sec- 
tion prior to 1924. 


The Tax Court then referred to §403(a)(3) of the 
Revenue Act of 1921, allowing a deduction for estate 
tax purposes of bequests to or for the use of a chari- 
table corporation or to a trustee exclusively for chari- 
table purposes, and referred to Eagan v. Commissioner, 
43 F.(2d) 881 (C.C.A. dth), stating (p. 50): 

** * There is in our opinion no essential difference, 
so far as here concerned, between the latter part of 
section 403 construed as above by the court, and 
the latter part of section 162(a). In the case of 
each, provision for deduction merely because of 
exclusively charitable, etc., use of legacies was 
added to the earlier clause requiring that the re- 
cipient be an organization organized and operated 
exclusively for such charitable, etc., purposes. That 
the intent was to broaden the deductions beyond 
those merely to organizations particularly organ- 
ized and operated is patent. A trust was imposed in 
the instant case upon the funds to be ‘exclusively 
used’ for charity, education, etc. They were re- 
ceived in trust for such use. The respondent, upon 
reply brief, takes the view that the foundation re- 
ceived the remainder in trust. We conclude and 
hold that within the ‘to be used exclusively’ clause 
in section 162(a) the foundation receiving and dis- 
bursing the estate was not required to qualify 
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under the earlier language, as one organized and 
operated exclusively for charitable purposes, etc., 
but that the statutory provision covers the situa- 
tion if the charitable, etc., use of the estate as di- 
rected by the will was to be exclusive. The use 
required by the will, not the character of the dis- 
bursing agency, is sufiicient test, under the latter 
part of section 162(a). 

The Commissioner also resisted the deduction on the 
ground that the will did not direct the income to be 
used for charity during the period of administration. 
On this point, the Tax Court stated (p. 54): 

It is also contended that the deductions claimed 
are improper for the reason that the will does not 
direct the income to be used for charity during the 
period of administration, covering the taxable 
years, but that only the foundation could, under the 
will, spend the income upon charity. In Potter v. 
Bowers, supra, the court followed Bowers v. Slo- 
cum, supra, and held that it was not essential that 
the charitable institution be in existence during the 
taxable year, it being sufficient if the will manda- 
torily required its incorporation, and that the in- 
come ultimately distributed was deductible even 
though it had been reduced by an amount paid to 
settle a suit contesting the will. Here the will di- 
rected the organization of the foundation as soon 
as possible after the testator’s death. Petitioner 
had no discretion in the matter and was bound by 
the direction set forth in the will. 


The decision of the Tax Court in the Whitehead case 
was affirmed by the Circuit Court of Appeals for the 


Fifth Circuit in Commissioner v. Citizens and Southern 
National Bank, 147 F.(2d) 977. The Commissioner par- 


54 


ticularly argued that the amounts of income which had 
been paid to discharge debts and obligations of the 
estate were not deductible under §162(a) because they 
had not been paid or permanently set aside during the 
taxable year exclusively for charitable purposes. The 
Circuit Court of Appeals states (p. 980) : 
* * * As to the claim that the use of the income by 
the executor to defray corpus charges has subject- 
ed the charity to taxes on income which the statute 
expressly exempts from tax, taxpayer, citing cases 
the Tax Court cites, urges that it is the terms of the 
will and not what the executor does with the income 
which determines the exemption, * * *. He argues 
further that in fact and in law the funds were paid 
or permanently set over to charitable uses in that, 
by mere temporary transfer from the income ac- 
count to the corpus account, they discharged claims 
against the corpus and saved property itself de- 
vised to charity. 

The Court of Appeals then states that it agrees with 
the taxpayer and approves the Tax Court opinion, and 
says (pp. 980-981) : 

* * * Neither are we in any doubt that in creating 
the foundation and in protecting the corpus 
against the unforeseen contingencies which arose 
after death, the executor, by defraying corpus 
charges out of income, has not deprived the charity 
of the exemption the will and statute conferred 
whether the view is taken that the use of the in- 
come to pay corpus charges was a charitable use or 
the view that it was not, but, being unauthorized 
by the will, it was a diversionary act of the executor 
without effect. * * * Neither does the fact that part 
of the income was temporarily diverted to defray 
corpus charges affect the dedication to charity pro- 
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vided by the will, or subject the exempt income to 
tax. 

The synthesis in the construction of the two clauses 
of §162(a) is shown by the case of Lydia Hopkins, 18 
T.C, 952, where a deduction under §162(a) was sus- 
tained on the basis that the trust instrument itself per- 
manently set aside the income for a charitable organiza- 
tion and relying on bowers v. Slocum, 20 F.(2d) 350 
(which involved only the first clause of §162(a)), but 
also citing, in support of the conclusion reached, the 
Citizens and Southern National Bank (Whitehead) 
ease which involved the second clause of §162(a). The 
particular questions we are dealing with here were con- 
sidered in the Lydia Hopkins case under Issue B, 
Docket No. 12818, beginning at p. 973 of the opinion. 
The issue was whether a capital gain realized by the 
trust was permanently set aside for a conceded charit- 
able institution. The principal question was the effect 
of two private annuities, and the court held that these 
did not prevent a deduction. The Commissioner then 
argued that the trustees had not sufficiently acted to set 
aside the gain, but the court, citing the Whitehead case, 
held that the trustor herself had set the fund aside by 
the terms of the trust instrument. With regard to the 
management, investment and use of the income, it is 
interesting to note that in the Lydia Hophins case the 
trustee had the power to sell any or all of the corpus, to 
eredit the proceeds to corpus, and to reinvest the pro- 
ceeds in such property, real or personal, as it might 
deem fit, without being restricted to investments pre- 
scribed or authorized by law as trustee investments. The 
trustee was also given broad powers of management and 
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control of the trust property. Among the assets of the 
trust were several pieces of real estate which the -trus- 
tees managed, most of which were sold in the years 
immediately following the taxable years involved. In 
holding that the income was, by the terms of the trust 
instrument, permanently set aside for charity, the court 
in no way discussed the use of the income in the making 
of investments as bearing on such question. Further- 
more, the court held that the possibility under the trust 
that loans might be made to the grantor did not prevent 
the deduction. While there were several dissents in the 
Lydia Hopkins case, these dissents all went to Issue A 
in the proceedings, and aparently there was unanimous 
agreement in the Tax Court on the disposition of Issue 
B. The Government’s appeal from the Lydia Hopkins 
decision was dismissed by stipulation. 


The opinion below cites two cases, Commissioner v. 
F.G. Bonfils Trust, 115 F.(2d) 788, and Commissioner 
v. Upjohn’s Estate, 124 F.(2d) 73, which hold that the 
deduction depends upon consideration of the terms of 
the deed of trust and which consider the effect of the 
possibility that the income may be used for the payment 
of private bequests. These cases support our position 
and the Tax Court, even though citing them, gave no 
effect to the rule they and the other cases cited by us lay 
down, which is that the deduction is allowable where the 
trust deed requires the entire fund eventually to be used 
for exempt purposes. 


The only other case cited in the opinion of the Tax 
Court is Old Colony Trust Co. v. Commissioner, 301 


U.S. 379. However, the Old Colony Trust case does not 
support the opinion below. That case involved the de- 
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‘ductibility of payments actually made to charitable 
organizations during the taxable year by a trust where 
the trust deed did not require the money to go to charit- 
able organizations, but at the discretion of the trustees 
could have been paid to private individuals. The court 
held that it was not necessary to a deduction under 
§162(a) that the deed definitely direct the charitable con- 
tributions which are claimed as deductions and that, 
where the trustees had discretion as to payment to ex- 
empt or non-exempt beneficiaries, the trust was entitled 
to a deduction for the amount actually paid to exempt 
beneficiaries. This holding in no way affects the settled 
law that where the trust instrument requires all corpus 
and income to go to exempt organizations, a deduction 
of the entire net income is authorized by §162(a). 


This court has recently considered §162(a) in Hstate 
of Huesman v. Commissioner, 198 F.(2d) 133 (C.A.9th). 
Deduction was there claimed of income because the 
estate saw fit to use this income to satisfy a charitable 
bequest of a percentage of the residue of the estate. The 
deduction was denied because the will gave no right to 
the charity to have its bequest payable out of income. 
This decision has no bearing on the present case where 
the trust deed directs all corpus and income to be paid 
to exempt organizations. Nevertheless, the following 
statement from the opinion shows this court’s aware- 
ness of the rule that the test of deduction is to be found 
in the directions of the will or trust deed (198 F.(2d) at 
p. 186): 

This negatives the idea that the payment was 


‘* ** pursuant to the terms of the will * * * ’ under 
§162(a). 
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3. Changes made in 1950 act confirm construction of 
previous law as granting deduction to petitioner 


That the construction of §162(a) in the administra- 
tive rulings and cases above cited was fully understood 
as being the law at the time the changes were made in 
the taxation of exempt organizations in the 1950 Rev- 
enue Act is shown by a study of the provisions of that 
act. Section 321 of the Revenue Act of 1950 (64 Stat. 
906, 954) amended I.R.C. §162(a) by providing that 
the deduction therein granted would be subject to the 
provisions of a new subsection (g), which was added 
to §162. Section 162(g) as added by Revenue Act of 
1950, §321, provides: (1) that a trust may not take a 
deduction after December 31, 1950, under $162(a) for 
Supplement U Business Income which is made the sub- 
ject of a special tax on exempt organizations after that 
time; (2) that where the trust has engaged in prohib- 
ited transactions with the grantors or others it will be 
limited to a deduction of 15% of its net income for tax- 
able years subsequent to notification by the Secretary 
of the Treasury; and (3) it will be limited to a deduc- 
tion of 15% of the net income where the income perma- 
nently set aside and not paid out during the taxable 
year is unreasonable in amount or duration in order to 
carry out the purposes of the trust or is used to a sub- 
stantial degree for other than charitable purposes or is 
invested in a manner such as to jeopardize the interest 
of the beneficiaries. 


This language indicates a recognition that in years 
prior to 1950 a deduction could be taken under $162 (a) 
even if the income came from operation of a business 
and was not paid out during the taxable year but in- 
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stead was used for further investment. The 1950 Act 
limits such deductions only for future years. 


H. Rep. No. 2319, 81st Cong., 2d Sess., (part III G), 
which accompanied the Revenue Act of 1950 as reported 
to the House, stated with regard to the effect of §162(a) 
as it stood prior to the 1950 Act: 

Thus, a trust which either distributes or accumu- 
lates its income for charitable purposes is, for all 
practical purposes, exempt from income taxes. 

Here is a definite statement by the Ways and Means 
Committee that it understood that under §162(a) prior 
to the 1950 Act, a trust was entitled to a deduction if the 
income was put back into corpus and accumulated for 
future payment to charitable organizations. 


We submit that consideration of the Revenue Act of 
1950 and the committee report thereon confirms the fact 
that petitioner is entitled to a deduction under §162(a) 
for all of the net income of the trust in the years here 
involved. 


Hil. 


RETURNS ON FORM 990 WERE SUFFICIENT TO 
START RUNNING OF STATUTE OF LIMITATIONS 
SO THAT ASSESSMENTS FOR 1943, 1944 
AND 1945 ARE BARRED 

In the event it were held that petitioner is not exempt 
from taxation and not entitled to a deduction of all of 
its net income, we submit that the assessment of defi- 
ciencies for the years 19438, 1944 and 1945 is barred by 
the provisions of I.R.C. §275(a) requiring that income 
taxes be assessed within three years after the return 
was filed. 
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Petitioner filed returns on Form 990 for the calendar 
vears 19438, 1944 and 1945 with the Collector of Internal 
Revenue on September 19, 1946. (R. 83; Joint Exs. 2B, 
3C and 4D.) The deficiency letter for these years was 
mailed to petitioner on October 14, 1949, more than 
three years later. The question is thus raised as to 
whether a return by a trust on Form 990 is sufficient 
to start the running of the statute of limitations. 


Petitioner filed the returns on Form 990 pursuant to 
the provisions of I.R.C. §54(£) (Appendix, infra, pp. 
67-70). As it read in the years here involved, $54(f) 
required an exempt trust to ‘‘file an annual return 
which shall contain or be verified by a written declara- 
tion that it is made under the penalties of perjury stat- 
ing specifically the items of gross income, receipts and 
disbursements and such other information for the pur- 
pose of carrying out the provisions of this chapter as 
the Commissioner, with the approval of the secretary, 
may by regulations prescribe, * * *.’’ Revenue Act of 
1943 (58 Stat. 21, 36) §117(a).° 

Section 54(f) required a return by every organiza- 
tion exempt from taxation under §101 with certain ex- 
ceptions, the exceptions not covering petitioner. Section 
54(f) isa part of Part V of subchapter B of ¢. I of the 
Internal Revenue Code. Chapter I of the Code imposes 
the income tax. Part V of subchapter B is that portion 
of c. I which, together with Supplement D (which is ex- 
pressly supplementary to Part V), provides for the 
returns to be made by all taxpayers under ec. I. I.R.C. 
®* Revenue Act of 1943, §117(b) made this amendment 


applicable to tax years beginning after December 31, 
1942. 
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§142, a part of Supplement D and thus a part of Part V, 
provided during the taxable years that fiduciaries, in- 
eluding trusts, ‘‘shall make under oath a return * * * 
stating specifically the items of gross income thereof 
and the deductions and credits allowed under this chap- 
ter and such other information for the purpose of car- 
rying out the provisions of this chapter as the Com- 
missioner with the approval of the Secretary may by 
regulations prescribe.’’ I.R.C. 1989 Ed. (53 Stat. 1) 
§142 as amended by Revenue Act 1940 (54 Stat. 516) 
§7b; Revenue Act of 1941 (55 Stat. 687) §112b; and 
Revenue Act of 1942 (56 Stat. 798) §131(¢) (2). 


The information called for in returns under I.R.C. 
§142 was substantially the same as under I.R.C. §54(f). 
Thus we have two sections in the same part of the In- 
ternal Revenue Code (the part dealing with returns 
and payment of income tax) requiring returns contain- 
ing substantially the same information, one section ap- 
plying to taxable trusts and the other to exempt trusts. 


In view of the location of these two sections under 
Part V (or Supplement D which is supplementary 
thereto) dealing with returns and payment of income 
tax and in view of the substantial identity of their re- 
quirements, it would indeed be strange if a return under 
one of these sections were said to be referred to by the 
words, ‘‘the return,’’ as used in I.R.C. §275(a) and a 
return under the other section be not referred to by 
those words. In the years here involved, I.R.C. §275(a) 
read as follows: 

Sec. 275. Period of limitation upon assessment 


and collection. Except as provided in section 276— 
(a) General Rule-——The amount of income taxes 
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imposed by this chapter shall be assessed within 
three years after the return was filed, and no pro- 
ceeding in court without assessment for the collec- 
tion of such taxes shall be begun after the expira- 
tion of such period. I.R.C. 1939 Ed. (53 Stat. 1) 
§275(a). 

It is true that the Commissioner prescribed different 
forms for the returns under these two sections, Form 
1041 being required under I.R.C. §142, and Form 990 
under I.R.C. §54(f). Nevertheless, the meaning of the 
words, ‘‘the return,’’ as used in I.R.C. §275(a) must 
be found in the language and structure of the law it- 
self rather than in the acts or requirements of the Com- 
missioner thereunder. Moreover, where the information 
called for and furnished is substantially the same in 
both returns, as it is here, the fact that the Commis- 
sioner asks for it in a different form or arrangement 
should not affect the substantive identity of the two 
returns. 


At the time these returns were filed by petitioner on 
Form 990 on September 19, 1946, there had been no rul- 
ing by the Commissioner as to whether or not petitioner 
was exempt. Compliance with the Internal Revenue 
Code in the matter of filing returns on behalf of this 
trust required the trustees to make their own determi- 
nation as to whether or not the trust was exempt. The 
trustees in this case believed and still believe that peti- 
tioner was and is exempt and, consequently, interpreted 
Part V of the Internal Revenue Code as requiring that 
petitioner should file returns under §54(f). Even if the 
courts were eventually to hold in this case that peti- 
tioner is not exempt, there would be no doubt that the 
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trustees acted in good faith and-on reasonable grounds 
in filing returns under §54(f) rather than under $142. 
In such circumstances, there is no reason in law or 
equity why a trust should be deprived of the protection 
of the statute of limitations. 


While we are unable to find any decision involving 
these two particular types of returns, we believe that 
the case of Germantown Trust Co. v. Commissioner, 309 
U.S. 304, 84 L.Ed. 770, is determinative of this matter. 
In the Germantown Trust case, an ordinary trust filed 
a fiduciary return on Form 1041. The Commissioner 
later contended that the trust was an association tax- 
able as a corporation. The Commissioner contended that 
a Form 1041 fiduciary return did not start the running 
of the statute of limitations on a tax under the cor- 
poration provisions of the income tax law. The Supreme 
Court held that it did, stating that the return on Form 
1041 contained all of the data from which a tax could 
be computed and assessed, although it did not purport 
to state any amount due as tax. The court pointed out 
that the fiduciary return was a return of the tax in re- 
spect of which the liability arises, namely, the income 
tax. The court further held that where a fiduciary in 
good faith made what it deemed the appropriate return 
which disclosed all of the data from which the tax, 
treated as one imposed upon an association, could be 
computed, such a return cannot be deemed to be no re- 
turn so as to leave the fiduciary unprotected by the stat- 
ute of limitations. 


In the present case, the situation is similar. The fidu- 
ciary in good faith made what it deemed to be the ap- 
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propriate returns. These returns showed in detail all the 
income and disbursements of petitioner. (Joint Exs. 
2B, 3C and 4D.) Thus as in the Germantown case, they 
disclosed all the data from which the tax could be com- 
puted if the Commissioner felt that petitioner was tax- 
able rather than exempt. Furthermore, as in the Ger- 
mantown case, the return was filed as a return of the tax 
in respect of which the liability arises since it was a 
return required by that part of the Internal Revenue 
Code providing for the returns which are to be made 
for income tax purposes. Consequently, the German- 
town Trust decision is directly applicable. 


Decisions such as Commissioner v. Lane-Wells Co., 
321 U.S. 219, 88 L.Ed. 684, where the court held that a 
return filed under the provisions of the income tax law 
did not start the running of the statute of limitations 
against the personal holding company tax, are distin- 
euishable because the returns which were filed were not 
under the Code provisions dealing with the same tax. 


The returns on Form 990 here involved were regarded 
by the Bureau of Internal Revenue as being income 
tax returns, as is shown by Reg. 111, §29.54-1 (26 C.F.R. 
Ist Ed. 29.54-1, p. 331) as amended by T.D. 5381, June 
26, 1944 (C.B. 1944 p. 188). 


The fact that upon request from the Commissioner, 
petitioner later filed returns on Form 1041 does not 
destroy the effect of the returns previously filed on 
Form 990. I.R.C. §54(b) gives the Commissioner the 
power to require any person to make any return which 
the Commissioner desires. Certainly by the exercise of 
this power the Commissioner cannot relieve himself of 
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the duty to act in the statutory period after a taxpayer 
has filed a return addressed to the particular tax in- 
volved and containing the information from which an 
assessment of the tax could be made. 


Subsequent to the decision of this case by the Tax 
Court, petitioner’s counsel was advised by other at- 
torneys that there had been in effect for some years an 
unpublished ruling of the Bureau of Internal Revenue 
holding that returns on Form 990 were sufficient to 
commence the running of the statute of limitations. Up- 
on inquiry by petitioner’s counsel of officials of the 
Bureau, the existence of such a ruling was confirmed 
and it was likewise confirmed that the ruling had been 
followed in disposing of other cases and had not been 
revoked. Nevertheless, the Bureau refused to supply a 
copy of the ruling and refused to permit petitioner’s 
counsel to read the ruling. 


In this connection, we refer the court to Miscellan- 
eous Report No. 106 of the Farm Credit Administra- 
tion, United States Department of Agriculture, dated 
April, 1947, and bearing the title ‘‘ Preparing Federal 
Annual Returns for Tax-Exempt Farmers’ Coopera- 
tives.”’ This is an official Government publication 
which was circulated among farmers’ cooperatives. It 
states as follows (p. 4): 

In the case of taxable businesses, the Federal 
limitations statute bars the Government from mak- 
ing an assessment of taxes after expiration of 3 
years from the date of filing an income tax return, 
except where the latter is fraudulently made. 


While an official ruling has not yet been pub- 
lished by the Bureau of Internal Revenue, it is un- 
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derstood informally that the 3-year period of limi- 
tations is started in the case of tax-exempt organi- 
zations upon their filing of form 990 provided, of 
course, that the return is fall and complete. 


CONCLUSION 


The Tax Court should be reversed in both cases and 
as to all years it should be determined that there are no 
deficiencies, first, because petitioner was exempt under 
I.R.C. §101(6) and, second, because even if not exempt, 
petitioner was entitled to a deduction of all of its net 
income under I.R.C. 162(a). In any event, the de- 
cision in Tax Court Cause No. 26404 should be reversed 
because assessment of deficiencies for the years 1943, 
1944 and 1945 was barred by I.R.C. 275(a). 


Respectfully submitted, 


H. A. LESourp, 
LirtLe, LESourD, PALMER & Scort, 
1510 Hoge Building, 
Seattle 4, Washington 
Attorneys for Petitioner 
Dated: March 31, 1953. 
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APPENDIX 


STATUTES INVOLVED 


Internal Revenue Code §23(0) as amended by Reve- 
nue Act of 1939 (53 Stat. 1) §224: 


Sec. 23(0) Charitable and other contributions.— 
In the ease of an individual, contributions or gifts 
payment of which is made within the taxable year 
to or for the use of: 
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(2) A corporation, trust, or community chest, 
fund, or foundation, created or organized in the 
United States or in any possession thereof or un- 
der the law of the United States or of any State or 
Territory or of any possession of the United 
States, organized and operated exclusively for re- 
ligious, charitable, scientific, literary, or educa- 
tional purposes, or for the prevention of cruelty 
to children or animals, no part of the net earnings 
of which inures to the benefit of any private share- 
holder or individual and no substantial part of the 
activities of which is carrying on propaganda, or 
otherwise attempting, to influence legislation ; 

% & X 


Internal Revenue Code §54(f), as added by Revenue 
Act of 1943, §117(a): 

Sec.d4(f) Kvery organization, except as herein- 
after provided, exempt from taxation under section 
101 shall file an annual return, which shall contain 
or be verified by a written declaration that it is 
made under the penalties of perjury, stating spe- 
cifically the items of gross income, receipts, and 
disbursements, and such other information for the 
purpose of carrying out the provisions of this 
chapter as the Commissioner, with the approval of 
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the Secretary, may by regulations prescribe, and 
shall keep such records, render under oath such 
statements, make such other returns, and comply 
with such rules and regulations as the Commis- 
sioner, with the approval of the Secretary, may 
from time to time prescribe. No such annual re- 
turn need be filed under this subsection by any 
organization exempt from taxation under the pro- 
visions of section 101— 

(1) which is a religious organization exempt 
under section 101(6) ; or 

(2) which is an educational organization exempt 
under section 101(6), if such organization normal- 
ly maintains a regular faculty and curriculum and 
normally has a regularly organized body of pupils 
or students in attendance at the place where its edu- 
cational activities are regularly carried on; or 

(3) which is a charitable organization, or an or- 
ganization for the prevention of cruelty to children 
or animals, exempt under section 101(6), if such 
organization is supported, in whole or in part, by 
funds contributed by the United States or any 
State or political subdivision thereof, or is pri- 
marily supported by contributions of the general 
publie; or 

(4) which is‘an organization exempt under sec- 
tion 101(6), if such organization is operated, su- 
pervised, or controlled by or in connection with a 
religious organization described in paragraph (1) ; 
or 

(5) which is an organization exempt solely under 
section 101(3) ; or 

(6) which is an organization exempt under sec- 
tion 101(15) if such organization is a corporation 
wholly owned by the United States or any agency 
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or instrumentality thereof, or.a wholly owned sub- 
sidiary of such a corporation. 


Internal Revenue Code (1939 Ed.) (53 Stat. 1) 
$101: 
Sec. 101. Exemptions from tax on corporations. 


The following organizations shall be exempt 
from taxation under this chapter— 

(6) Corporations, and any community chest, 
fund, or foundation, organized and operated ex- 
clusively for religious, charitable, scientific, liter- 
ary, or educational purposes, or for the prevention 
of cruelty to children or animals, no part of the net 
earnings of which inures to the benefit of any pri- 
vate shareholder or individual, and no substantial 
part of the activities of which is carrying on propa- 
ganda, or otherwise attempting, to influence legis- 


lation; 
KX 


Internal Revenue Code (1939 Ed.) (53 Stat. 1) 
$162: 


Sec. 162. Net income. 


The net income of the estate or trust shall be 
computed in the same manner and on the same 
basis as in the case of an individual, except that— 


(a) There shall be allowed as a deduction (in 
lieu of the deduction for charitable, ete., contribu- 
tions authorized by section 23(0)) any part of the 
gross income, without hmitation, which pursuant 
to the terms of the will or deed creating the trust, 
is during the taxable year paid or permanently set 
aside for the purposes and in the manner specified 
in section 23(0), or is to be used exclusively for 
religious, charitable, scientific, literary, or educa- 
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tional purposes, or for the prevention of cruelty 
to children or animals, or for the establishment, 
acquisition, maintenance or operation of a public 


cemetery not operated for profit; 
ae as 


Interna] Revenue Code (1939 Ed.) (53 Stat. 1) 
§275 (a): 

Sec. 275. Period of limitation upon assessment 

and collection. Except as provided in section 276— 

(a) General rule—The amount of income taxes 

imposed by this chapter shall be assessed within 

three years after the return was filed, and no pro- 

ceeding in court without assessment for the collec- 

tion of such taxes shall be begun after the expira- 
tion of such period. 


